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A REPRINT OF 
PRINCIPLES OF ACCOUNTING* 
By A. A. Fitzgerald 
In the Editoral, under the title "Principles of Accounting," 
in the February issue of the journal, reference was made to the 
Tentative Statement of Accounting Principles Underlying Corpo-
rate Financial Statements published by the Executive Commit-
tee of the American Accounting Association in the June, 1936, 
issue of The Accounting Review. 
Another important publication on a similar subject, 
though of wider scope, has just reached Australia. This is the 
report, by Professors T. H. Sanders (Harvard), H. R. Hatfield 
(University of California) and Underhill Moore (School of Law, 
Yale University), made at the invitation of the Haskins and 
Sells Foundation on the subject of accounting principles. The 
executive committee of the American Institute of Accountants, 
believing "the report contained in this booklet to be a highly 
valuable contribution to the discussion of accounting princi-
ples," has authorized its publication, under the title, A State-
ment of Accounting Principles, for distribution to all members 
of the Institute and others interested in accounting. Australian 
students of American accounting texts will share the belief of 
the Executive Committee of the Institute that "the standing of 
the three authors who collaborated in the work will assure a 
wide and respectful hearing." Copies may be obtained from the 
American Institute of Accountants, 135 Cedar Street, New 
York, at 75 cents a copy. 
The publication of the Report, following on the discussions 
by members of the American Accounting Association, suggests 
a growing disposition on the part of the accountancy profession 
in America to explore the possibilities of developing a body of 
principles which might become accepted as standard practice. 
The direction of thought along this line has doubtless been 
accelerated in recent years by the activities, publications and 
pronouncements of such bodies as the Securities and Exchange 
Commission, Internal Revenue Bureau and the New York Stock 
Exchange, as well as the Accountancy Institutes. Yet in spite of 
the efforts of these bodies, the Haskins and Sells Foundation, in 
its letter of invitation to the three authors of the report, expres-
sed the view that "Accounting practices are based, in a large 
*Reprinted with permission from The Australian Accountant, pp. 102-110, 
March 1938. 
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measure, upon the ethics and opinions of reputable accoun-
tants, and to some extent upon the accounting provisions of the 
various laws, but wide variations of opinion often exist among 
equally reputable practitioners. There is no unified body of 
opinion, nor is there any official tribunal for the final determi-
nation of technical differences of opinion." The same might be 
said, of course, of the conditions in Great Britain or Australia. 
Indeed, there will be many who will doubt the desirability 
of attemping to develop uniform principles of accounting. The 
traditional English attitude towards such proposals would 
seem to be that accounting, in its highest reaches at all events, 
is very largely concerned with matters in which legitimate 
differences of opinion are inescapable, and that it is better that 
such matters should be left to the judgment of individual 
practitioners than that an attempt should be made to replace 
judgment by set routine. 
The difference in outlook between what might fairly be 
called the traditional English attitude and the American ap-
proach is well illustrated in the realm of auditing by the issue 
by the American Institute of Accountants of its bulletin, 
Examination of Financial Statements by Independent Public Ac-
countants, and by the publication by the American Institute 
Publishing Co. Ltd. in recent years of several works devoted to 
auditing procedures. 
No one doubts, of course, the skill of the British accountant 
and the high plane to which accountancy practitioners and 
writers in Great Britain have raised financial accounting, by 
the exercise of skill and judgment of a high order. No one who 
is thoroughly conversant with the nature of accountancy work 
believes that it will ever be possible to dispense with the 
critical faculty and to compress the accumulated experience of 
practitioners to set rules. The question is one of degree, and, as 
it seems to me, the development of accounting principles is not 
necessarily inconsistent in any way with a full recognition of 
the need for discernment and discrimination in the application 
of those principles to practical problems. 
It is necessary to distinguish between principles and con-
ventions. A principle may be defined as a fundamental truth 
used as a basis of reasoning: a convention is merely a generally 
accepted practice, which may or may not be based upon 
reasoned analysis. Some of the generally accepted practices of 
accountants are pure conventions, others have their roots 
firmly fixed in principle. Is it not desirable that, in the daily 
practice of our vocation, we should clearly understand whether 
2
Accounting Historians Journal, Vol. 15 [1988], Iss. 1, Art. 7
https://egrove.olemiss.edu/aah_journal/vol15/iss1/7
Fitzgerald: A Reprint of Principles of Accounting 127 
our actions and decisions are based upon principle or upon 
mere convention, departure from which may be justifiable, or 
even desirable, in specific circumstances? How, in present 
circumstances, is an individual accountant to be guided in 
making this decision otherwise than by his own personal pre-
judices and predilections? Would it not be preferable that there 
should be available to everyone an established body of princi-
ples acceptable to, and approved by, the profession generally 
and its organized institutions? 
Reference was made in an Editoral in the October, 1937, 
issue of this journal, to the use by an auditor in Victoria of a 
form of audit report similar to the form which, by arrangement 
between the American Institute of Accountants and the New 
York Stock Exchange, has come into common use in America. 
It will be remembered that the form in question refers to the 
accounts reported upon as having been drawn up in accor-
dance with accepted principles of accounting maintained by the 
company during the year under review. Such a report presupposes, 
of course, that there is such a body of accepted principles. 
Whethec it can truly be said in Australia that this is so is very 
much open to question. Anyone may test the question for 
himself by submitting a short series of questions on accounting 
principles to half a dozen different practitioners. I venture to 
think that the result would be to disclose a surprising absence 
of unanimity. 
But it is not merely because the development of principles 
would remove some of the uncertainties with which accoun-
tants are now faced that it is desirable to explore the pos-
sibilities of laying down generally acceptable propositions. 
Companies Acts, Articles of Association and Partnership Deeds 
could be freed from some of the obscurities and ambiguities by 
which their accounts provisions are now marred if there were 
some means by which draftsmen and lawyers might be able to 
satisfy themselves as to generally accepted accounting princi-
ples. 
Consider, for example, that provision of the Victorian 
Companies Act (Sec. 115 (4) ) by which 
"No balance sheet summary advertisement statement of 
assets and liabilities or other document whatsoever pub-
lished issued or circulated by or on behalf of a company 
shall contain any direct or indirect representation that the 
company has any reserve fund unless — 
(a) such reserve fund is actually existing; and 
(b) the said representation is accompanied by a state-
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ment showing whether or not such reserve fund is used 
in the business, and if any portion thereof is other-
wise invested showing the manner in which and the 
securities upon which the same is invested." 
Whether you will or will not consider that a reserve fund 
can be used in the business (and consequently whether you 
believe the statutory provision to be meaningless or not) will 
probably depend upon whether you were brought up on 
Dicksee or Spicer & Pegler. There is no way in which you — or 
the Parliamentary draftsmen — can decide which of the alter-
native interpretations of the meaning of reserve fund is the 
more "generally accepted." 
Again, during the discussions in 1936 on the proposed 
amendments to Victorian Company legislation, a clear indica-
tion of the lack of agreement amongst Australian accountants 
on a vital accounting problem was provided by the discussions 
as to whether or not holding companies should be required to 
publish consolidated statements, and if so, as to the principles 
governing the preparation of such statements. 
Here are two of the questions which might be submitted to 
the selected panel of practitioners in order to decide whether 
there exists a need for clarification of the principles upon 
which our daily work is based. 
In other directions, also, the need for a code of principles is 
urgent. In the words of the Haskins and Sells Foundation, "the 
profession of accountancy owes to business, the investor, the 
credit grantor, the educational institution, and to itself the 
duty to accept the task of formulating such a code of principles, 
as the legal profession has concerned itself, from time to time, 
with the clarification and simplification of the civil and crimi-
nal laws of the country." 
The task of formulating such a code is, of course, beset 
with pitfalls. It would be necessary to avoid the temptation to 
mulitply the number of principles, to elevate conventions of 
convenience to the status of principles, and to overlook those 
numerous instances in which differences of treatment accord-
ing to differences of circumstances are unavoidable and even 
desirable. The authors of this Report have shown themselves to 
be fully alive to these dangers, and in particular to the fact that 
within certain limits there are differences in treatment which 
(adopting a phrase used by the Securities and Exchange Com-
mission) "differences of opinion might condone." 
For the most part, the statement is applicable to Australian 
conditions equally as well as to American conditions, though 
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the section dealing with "Capital Surplus" is mainly concerned 
with problems which do not arise in Australia owing to the 
difference in company law provisions as to the issue of shares 
at a discount and the dealing in its own shares by a company. 
Certain differences in terminology and certain features of 
the characteristic approach of American accountants to the 
classification of balance sheet items may, however, trouble the 
Australian reader who has not previously studied American 
texts. In the hope of assisting readers of this journal — and 
particularly students — to study the statement, the following 
explanations are offered: 
1. Classification of Balance-Sheet Items 
(a) American text-books on accounting commonly approach 
the subject from the angle of the balance sheet equation, 
the simple form of which is Assets = Liabilities + Net 
Worth (or Proprietorship). The net worth consists of the 
Capital Stock plus Surplus, Surplus being the "amount 
by which the total amount of the equity of the stockhol-
ders of the corporation exceeds the amount of the legal 
(paid-up) capital." 
(i) Earned Surplus and 
(ii) Surplus other than Earned Surplus — sometimes 
called "Capital" Surplus. 
(b) Unearned Surplus arises from the issue of Capital Stock 
at a premium and from certain other practices in corpo-
ration finance which have no counterpart in Australian 
company finance. Earned Surplus corresponds to the 
accumulated profit of an Australian company, which is, 
of course, the sum of the credit balance in Profit and 
Loss Appropriation Account and in the "General" Re-
serve Accounts. Earned Surplus may be subdivided into: 
(i) Appropriated Surplus and 
(ii) Unappropriated or Free Surplus. 
Surplus is Appropriated when it has been earmarked for 
some special purpose (such as, for example, the purch-
ase of additional equipment). It should, of course, be 
carefully noted that so-called "Reserves" for Deprecia-
tion, Taxation, Doubtful Debts, Accrued Liabilities and 
the like are not part of Surplus but are either deductions 
from assets or current liabilities. 
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(c) The arrangement of assets and liabilities in homogene-
ous groups — which is regarded as good practice in 
Australia, but which is by no means universally used 
here — is customary in America. 
The principal balance sheet groups are: 
Assets -
Fixed — comprising Property and Plant, Intangible 
Assets (usually shown separately) and Investments 
held for control purposes. 
Current — comprising Cash, Marketable Securities, 
Notes (i.e., in Australian terminology, Bills) and Ac-
counts Receivable, and Inventories (i.e., in Austra-
lian terminology, Stocks and Stores). 
Deferred Charges and Prepaid Expenses. 
Liabilities -
Long Term Debt (e.g., Floating Charge Debentures). 
Current — subdivided into trade obligations, bank 
borrowings, accrued expenses, borrowings from of-
ficers, and other obligations. 
2. Differences in Terminology 
Some minor differences in terminology have already been 
noticed. Another notable difference is the use of the term 
"Income," which is defined as "the owner's share of the 
increment in wealth arising from the use of capital wealth, 
and from services rendered," in the sense in which we would 
use the term "Net Profit." "Depreciation" of wasting assets 
is generally called "depletion." 
So far as the "Income Statement" (Profit and Loss Ac-
count) is concerned, good American practice gives careful at-
tention to classification. The distinction between the operating 
and the nonoperating sections is regarded as fundamental. The 
operating sections "must include the operation of the main 
function of the enterprise. It need not include incidental opera-
tions" (such as interest or dividends earned on investments in 
unrelated industries). "It must exclude the interest cost on 
borrowed funds." And — characteristic of the American desire 
for accounts which shall be useful for analytical and compara-
tive purposes — "items of income and expense should not be 
treated in the income statement in such manner as to make it 
impossible or difficult to ascertain the net operating income." 
With these differences in mind, Australian readers should 
have no difficulty in applying the suggested principles to Au-
stralian conditions, and there is no reason why the booklet 
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should not be extensively used here by both students preparing 
for examinations and by those who have passed that stage. The 
student should find it invaluable as a guide to the study of 
fundamental accounting concepts; the practitioner should find 
it useful in giving greater certainty and refinement to his 
knowledge of the priciples to which he is endeavouring day by 
day to give practical application. 
Is it too much to hope that the statement will be widely 
read in Australia, and that it will give rise to discussions as to 
the application of the principles generally to Australian condi-
tions and as to the acceptability or otherwise of the author's 
propositions on controversial points? 
With the object of arousing the interest of readers of this 
journal in the subject of accounting principles, I should like to 
submit brief comments on some of the points which, amongst 
many, have particularly aroused my interest in reading the 
statement. 
In the first place, I am struck by the concept of the 
functions of accountancy adopted by the authors. On page 4, 
they say: 
"Summarising, it may be said that the functions of ac-
counting are: 
1. Making a historical record, properly classified, of all the 
transactions of a business enterprise; 
2. Making from time to time the calculations and esti-
mates necessary to a determination of the financial 
condition of the business and its income; 
3. From these historical records, calculations, and esti-
mates, preparing from time to time statements showing 
all the more important aspects of the capital and in-
come of the business and of the legal equities in them 
satisfying thereby the need for information of all the 
parties in interest, especially of: 
(a) the management of the business, 
(b) outside groups, such as investors and creditors, 
(c) government, in such matters as taxation and 
regulation." 
Elsewhere (for example, in discussing the General Princi-
ples of Income Determination, on page 26) they make it clear 
that they regard the accountant as cercerned primarily with a 
"plain showing of the facts," and that "when the facts as such 
have been clearly stated to the intelligent reader, interpreta-
tion should be left to him." 
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As a statement of the functions of the independent accoun-
tant or external auditor, this appears to me to be much more 
nearly adequate than it is as a summary of the functions of the 
internal accountant. Emphasis on the historical nature of ac-
counting records and statements seems to neglect the growing 
importance of cost accounting and budgetary control, and the 
considerable degree of skill in interpretation which these lately 
developed branches of accounting involve. 
Accountants, as such, have of course nothing to do with the 
exercise of judgment as to the future prospects of a business, 
which is one of the characteristic functions of the judicious 
manager or investor, but there are surely many occasions on 
which both internal and external accountants are called upon, 
by specific instructions, or as a matter of extra-legal responsi-
bility, to do considerable work of an interpretation character in 
connection with accounts. 
Another matter of particular interest is the discussion of 
the vexed problem of "Secret" Reserves. The authors very 
properly discriminate carefully between the need for conser-
vatism in accounting statements and the concealment of profits 
intentionally or by careless or illogical classification. After an 
interesting consideration of specific examples of the proper 
application of the principle of conservatism, they state the 
conclusion that: 
"Proper reserves for all purposes should be insisted 
upon; they are to be regarded as sound accounting and a 
source of financial strength to the company. To this extent 
conservatism is to be commended. But to arrive at profits 
on the books by recognized methods and then to conceal 
part of them in the published report, is a practice which 
cannot be approved." 
One is reminded of the aphorism of Mr. E. C. Dyason, in an 
address some years ago to the Commonwealth Accountants' 
Students' Society that most people applaud the suggestion of 
caution implied in the term "Reserve," but many attribute the 
whole merit to the secrecy, ignoring the fact that Reserves may 
be created without secrecy. 
A general principle of the utmost importance in its impli-
cations both as to valuation problems and the form and ter-
minology of published accounts is that "the basis of the treat-
ment applied to the several items should be adhered to consis-
tently from period to period; when any change of treatment 
becomes necessary, due attention should be drawn to the 
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change." Only by following this principle can the comparison 
value of accounting statements be preserved, and, whether 
interpretation is to be carried out by the accountant or by his 
clients, it must generally be based upon analytical comparisons 
between statements prepared in respect of successive account-
ing periods. 
As to the vital question of depreciation, several possible 
grounds of controversy still survive, in spite of the attention 
that depreciation problems have received from generations of 
accountants and accountancy writers. The authors accept the 
view — steadily coming into wide acceptation — that the main 
purpose of the accounting provision for depreciation is to allo-
cate to the period a proper amount of operating expense, that 
"the uncertainty of any estimate of replacement cost makes it a 
less desirable base for computing depreciation than the known 
original cost, and that the "allocation of the total depreciation 
to the several fiscal periods should not be capricious." This, of 
course, leaves open to individual preference, in the light of 
circumstances, the selection of the most suitable of the several 
available methods of allocation. 
Several possibilities exist as to the manner in which depre-
ciation should be treated in the income statement and the 
balance sheet. In the income statement the important consid-
eration is that the amount provided should be clearly shown, 
though the precise place at which it appears cannot and need 
not be subject to any rigid rule. 
So far as the balance sheet is concerned, the best practice 
is to show the depreciation provision as a direct deduction 
from the Fixed Assets. Analysis of 500 balance sheets for four 
years show a large and increasing preponderance of cases in 
which this practice is followed. 
The unfortunate persistence of the use of the term "Re-
serve" to decribe a variety of things is one of the most unsatis-
factory defects of accounting terminology. It is too much to 
hope that any approach to uniformity in giving greater cer-
tainty to the technical meaning of this term will yet have been 
achieved. The authors are perforce obliged to content them-
selves with an analysis of the distinct meanings of the term. 
The use of other titles for such accounts as "Reserve for Depre-
ciation" would enable the term "Reserve" to be used only to 
describe appropriations or earmarking of surplus. The authors 
think that there is much to be said for the term "Allowance for 
Depreciation," but "common practice has adhered to the older 
name." 
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In view of the opinion expressed by the Committee on 
Accounting Terminology of the American Institute that "the 
expression 'Reserve for Depreciation' is so generally used and 
understood by bankers, the business world and accountants 
that its use should be continued," it is obviously not possible to 
say that the term "Reserve" should not be so used, at any rate 
in America. But it is a matter for regret that adherence to 
custom is thus operating as a hindrance to the removal of a 
potent cause of confusion in accounting statements. 
I hope these few comments will have awakened the interest 
of readers in a publication of the utmost importance. I shall be 
glad if they result in a discussion by Australian accountants in 
the columns of The Australian Accountant of the "Statement of 
Accounting Principles." Both because of the intrinsic signifi-
cance of the subject and because of the skill with which it has 
been handled by Professors Sanders, Hatfield and Moore, it 
deserves the closest consideration. 
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